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SUMVARY

This bill would create a wage credit and property credit for the Joint Strike
Fighter (JSF) program These credits would apply to taxpayers under contract or
subcontract to manufacture property for ultimte use in a JSF.

This bill also would declare legislative intent to better understand the
relationship of directed tax credits to the creation of jobs in California and
require the State Auditor to report to the Legislature regarding the nunber of
t axpayers cl aimng the wage credit and the nunber of jobs directly attributable
to the clainmed credit.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective i mediately upon enactnment. The
bill specifies that the credit would apply to taxable or income years begi nning
on or after January 1, 1998, and before January 1, 2006.

LEG SLATI VE H STORY

AB 390 (1997/98), AB 2361 (1995/96).
BACKGROUND

The JSF Programis the Departnent of Defense's focal point for defining

“af fordabl e next generation strike aircraft weapon systens” for the Navy, Air
Force, Marines, United Kingdom Royal Navy and other U S. allies. The focus of
the programis affordability -- reducing the devel opnent cost, production cost,
and cost of ownership of the JSF family of aircraft.

There are five phases to the program the Concept Exploration Phase (conpleted),
t he Concept Devel opnment Phase (conpleted), the Concept Denonstration (fiscal
years 1997 - 2000), the Engineering and Manufacturing Devel opment Phase (fisca
years 2001 - 2007), and the Production Phase (fiscal years 2008 and after).
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The Concept Exploration Phase concluded that a “famly of aircraft” should be
devel oped to neet tri-service needs. The “famly of aircraft” concept would neld
the operational and technol ogi cal requirenents of all arnmed services into highly
comon (up to 90% common) aircraft. Additional systens and conponents coul d be
added to the common aircraft (aircraft variants) to satisfy unique service needs.
A highly conmmon aircraft should reduce manufacturing and assenbly costs. In
addition, it should extend the operational life of the aircraft.

The Concept Devel opnment Phase focused on (1) devel oping aircraft system designs
that take advantage of the “famly of aircraft” concept and (2) defining the
necessary | everagi ng technol ogy denonstrations that will |ower risk prior to
entering the Engi neeri ng and Manufacturing Devel opnment Phase.

The Concept Denonstrati on Phase comrenced in fiscal year 1997 follow ng a
conpetitive elimnation process fromthree weapon system concept teans to two.
This phase will feature flying concept denonstrators, concept-uni que ground and
flight denonstrations, and continued refinenent of the contractors’ preferred
weapon system concepts.

This phase is budgeted at $2.2 billion, including propulsion efforts funded under
a separate contract. The Boeing Conpany was awarded a $662 mllion cost-plus-

fi xed-fee contract and Lockheed Martin Corporation was awarded a $719 nillion
cost-plus-fixed-fee contract. The Boei ng Conpany contractis expected to be
performed in Seattle, Washington. The Lockheed Martin Corporation contract is
expected to be performed in Palndale, California (71%, and Fort Wrth, Texas
(29% . Contracts also were awarded to Pratt and VWhitney to provide hardware and
engi neering support for the Wapon System Concept Denonstration efforts and to
CGeneral Electric for the propulsion.

The Engi neeri ng and Manufacturing Devel opnent Phase is planned for fiscal year
2001. The first delivery of operational aircraft is anticipated in fiscal year
2008. The Production Phase is planned for fiscal year 2008.

The U.S. arnmed forces will need as many as 3,000JSFs to replace severa
different aircraft in service today. The potential export market for the JSF is
estimted to be very |arge.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or as investnent
property. The property nust have a limted, useful life of nore than one year
and includes equi pnent, nachinery, vehicles and buil di ngs but excludes | and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreci ated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |aws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business (e.g., enployee wages
and benefits).
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Exi sting state lawall ows taxpayers to use various credits against tax such as

t he Manuf acturers’

Investment Credit (M C) and economic devel opnent areh sal es or

use tax credits and hiring credits.

Manuf acturers’ Investnent Credit

The M C allows qualified taxpayers a credit equal to 6% of the anount
or incurred after January 1, 1994, for qualified property that is placed in
service in California. A qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual
Qualified property is any of the foll ow ng:

pai d

1) Tangi bl e personal
the Interna

property that is defined in Section 1245(a) of
Revenue Code and used primarily:

for manuf acturing, processing,
recycling of property;

for research and devel opnent;
for the mai ntenance, repair, neasurenent,
ot herwi se qualified property; or

for pollution control which neets or exceeds state or
st andar ds.

refining, fabricating or

or testing of

| ocal

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow.

3) Special purpose buildings and foundations that are an integral part
of manufacturing, refining, processing or fabricating, or research and
storage facilities that are part of the process, which are used by
qualified persons perform ng manufacturing activities described in
specific codes relating to conputer, accounting, and office machines,
el ectroni ¢ equi prent and accessories, biotech or biopharmceuti cal
activities, sem conductor equi pnent manufacturing activities and
certain aerospace manufacturing activities.

The M C explicitly excludes certain types of property fromthe definition of
qualified property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
manuf act uri ng process, inventory, equi pnent used to store finished products
that have conpl eted the manufacturing process, and tangi ble persona
property used in adm ni stration, general managenent, or marketing.

The M C provides a variety of special rules for costs paid pursuant to a

bi ndi ng contract and | eased property. The credit may be carried over unti
exhausted, for a maxi mum of eight years. For snmall| businesses, this
carryover period is extended to ten years. The taxpayer nust recapture any

credit previously allowed if the property is renoved from California,
di sposed of to an unrelated party or converted to an unauthorized use within

1 Econoni ¢ devel opment areas include Enterprise Zones,

Local Agency Mlitary Base Recovery Areas (LAMBRAs),
Enhancenment Areas (MEAs).

the Los Angel es Revitalization Zone (LARZ),

Targeted Tax Areas (TTAs) and Manufacturing
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one year fromthe date the property is first placed in service in
California.

The M C will becone inoperative on January 1, 2001, or on January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this
state does not exceed by 100,000 jobs the total enploynent in manufacturing
in this state on January 1, 1994. The Enpl oynent Devel opnment Depart nment
(EDD) is required to report to the Legislature annually on this

det er mi nati on.

Sales or Use Tax Credit

The sales or use tax credit is allowed for an anpbunt equal to the sales or
use taxes paid on the purchase of qualified property for exclusive use in an
econoni ¢ devel opnment area (except an MEA). The anpunt of the credit is
limted to the tax attributable to econom c devel opment area i ncone.
Qualified property is defined as foll ows:

Ent er pri se Zone:
machi nery and machi nery parts used to:
s manufacture, process, conbine, or otherwi se fabricate a product;
s produce renewabl e energy resources; or
s control air or water pollution.
LAMBRA:
hi gh technol ogy equi pnent (e.g., conputers);
aircraft mai ntenance equi pnent;
aircraft conponents; or
certain depreciable property.
LARZ:
buil ding materials used to replace or repair the business’s building
and fixtures; and
machi nery or equi pnent, excluding inventory.
TTA
machi nery and machi nery parts used to:
s manufacture, process, conbine, or otherwi se fabricate a product;
s produce renewabl e energy resources;
s control air or water pollution;
o data process and comruni cations; or
s manufacture notion pictures.

In addition, qualified property nust be purchased and pl aced in service
before the econom c devel opment area designation expires. The maxi nmum val ue
of property that nay be eligible for the enterprise zone, LAMBRA, and TTA

sales or use tax credit is $1nmillion for individuals and $20nmillion for
corporations. No such limtation exists for the LARZ sal es or use tax
credit. |If a taxpayer cannot use the full anpunt of credit allowable in any

one year, the taxpayer may carryover the remainder of the credit for use in
subsequent tax years, including those years after the designation has
expired, until all of the credit is used.
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Hiring Credits

A business located in an econom c devel opnent area may reduce tax by a
percent age of wages paid to qualified enployees. A qualified enployee nust
be hired after the area is designated as an econom c devel opnent area and
must neet certain other criteria. At |least 90% of the qualified enpl oyee’s
work must be directly related to a trade or business located in the economc
devel opnment area and at | east 50% nust be perfornmed inside the economc
devel opnment ar ea.

The taxpayer nmay claimas a credit up to 50% of the wages paid to a
qualified enpl oyee agai nst tax i nposed on econom c devel opnent area incone.
The credit is based on the | esser of the actual hourly wage paid or 150% of
the current mnimum hourly wage (202% of the m ni mum wage for certain
aircraft manufacturer enployees within the Long Beach Enterprise Zone). The
anmount of the credit must be reduced by any other federal or state jobs tax
credits and the taxpayer’s deduction for ordinary and necessary trade or

busi ness expenses must be reduced by the anmpbunt of the hiring credit.

Certain criteria regarding who may be qualified enpl oyees and certain
limtations differ between the various econonic devel opnment areas. For the
LARZ, an additional construction hiring credit is available: a taxpayer with
a business located in a LARZ may claimas a credit against tax inmposed on
LARZ incone 50% to 100% of the wages paid to a qualified construction

enpl oyee. The actual percentage depends upon the date the enpl oyee was

hi r ed.

If a taxpayer cannot use the full amunt of credit allowable in any one
year, the taxpayer may carryover the remainder of the credit for use in
subsequent tax years, including those years after the designation has
expired, until all of the credit is used.

This bill would create a wage credit and a property credit for the JSF program
These credits would apply to taxpayers under contract or subcontract to

manuf acture property for ultimte use in a JSF. The credits would be avail able
for taxable years beginning on or after January 1, 1998, and before January 1,
2006. Any excess credit could be carried forward for up to eight years. No
credit would be allowed unless the credit was reflected in the bid upon which the
JSF contract or subcontract is based. The taxpayer would be required to provide,
at the request of the Franchise Tax Board, all references to the credit and
ultimate cost reductions incorporated into any successful bid that was awarded a
JSF contract or subcontract.

The wage credit would be equal to a specified percentage (50% for 1998, 40% for
1999, 30% for 2000, 20% for 2001 and 10% for 2002 to 2005) of enpl oyee wages that
are treated as direct costs under Section 263A of the Internal Revenue Code (I|RC)
all ocable to property manufactured in this state for ultimte use in a JSF. The
wages coul d be paid to new or existing enployees whose services for the taxpayer
are at least 90% directly related to the contract or subcontract to manufacture
property for ultimate use in a JSF. The credit would be limted to $10, 000 per
year, per enployee, and be prorated for partial years.



Assenmbly Bill 1779 (Runner)
I ntroduced February 6, 1998
Page 6

The property credit is generally patterned after the MC and is in addition to
the MC. It would be equal to 10% of the cost of qualified property. Qualified
property woul d nmean tangi bl e personal property (I RC Section 1245(a)(3)(A)), and
capitalized | abor costs that are treated as direct costs under Section 263A of
the IRC all ocable to that property, used by a taxpayer primarily in activities to
manuf acture a product for ultimate use in a JSF

Certain types of property would be excluded fromthe definition of qualified
property, including furniture, inventory, equipment used to store finished
products that have conpleted the manufacturing process, and tangible personal
property used in adm nistration, general managenent, or marketing. The bil
woul d provide special rules for costs paid pursuant to a binding contract and
| eased property.

The credit would be recaptured if, within one year of being placed in service,
the property is sold, noved out of state or used for purposes other than
manufacturing a product for ultimte use in a JSF

Pol i cy Consi derations

This bill would allow taxpayers to claimthe JSF credits and any existing
credits (e.g. MC, sales or use tax credits and hiring credits) that the
taxpayer is allowed that do not contain provisions restricting the taxpayer
to one credit based upon a single investnment or enpl oyee.

In addition, there is overlap between the wage credit and the qualified
property credit in that capitalized | abor costs that are treated as direct
costs under Section 263A of the IRC would be eligible for both credits (plus
any existing credits that do not contain provisions restricting the taxpayer
to one credit based on a single investnent or enployee).

| npl enment ati on Consi derati ons

I npl enentati on of the provision of this bill would occur during the
departnment’s normal annual system update.

Techni cal Consi deration

Amendnents 1 and 5 would replace “the” with “any” to all ow non-indivi dua
taxpayers to claima credit when an intervening event (e.g., reorganization,
partnership term nation) forces the taxpayer to have nore than one taxable
or income year during a cal endar year period.

Amendnments 2, 3, 4, 6, 7 and 8 would change the term “passthrough” to “pass-
through” to reflect the use of the termas an adjective or adverb.

LEG SLATI VELY MANDATED REPORTS

This bill would require the State Auditor to report to the Legislature on or
before March 1, 2000, and each March 1 thereafter, regardi ng the nunber of

t axpayers claimng the wage credit and the total nunmber of jobs directly
attributable to the clained credit.
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FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the department’s costs.

Tax Revenue Esti mate

Revenue | osses for this bill over the initial three-year period are
projected to be as follows:

Fiscal Year Cash Flow Impact
Enactment Assumed After 6/30/98
$ Millions
1998-99 1999-00 2000-01
Property (1) (3) (8)
Wages 3) (8) (18)
Total 4) (11) (26)

Tax Revenue Di scussi on

Thi s revenue estimate depends on the value of investnent and wages paid in
California as part of the JSF project. This estimte assunes that the
credits could be clainmed in the year in which the federal governnent

di sburses noney under the JSF program and would be in addition to any other
credits or deductions currently allowed for such expenditures. These
credits would be available only for JSF contracts and subcontracts that
specifically reflect the use of these credits in the bid.

The JSF programis currently in the concept denonstration phase. The

f ederal governnent has budgeted $2.2 billion for this phase of the project.
Expendi tures were assigned to specific years in proportion to the tota
budget outlay for each year (JSF Programis honme page. The Departnment of
Def ense (DOD) has al ready awarded two contracts as part of this phase of the
project -- $662 nmillion to Boeing and $719 mllion to Lockheed Martin
(Defense Departnent Press Rel eases 11/96). Lockheed Martin has indicated
that it intends to perform71% of the contract in California OOD Press

Rel ease). This estimte assunes that 71% of the work perforned under the
Lockheed Martin contract and 20% of the work perfornmed under all other
denonstrati on phase contracts are located in California.

This estimte assunes the foll ow ng:

10% of qualifying expenditures in 1998 would be attributable to
subcontracts that reflect the use of these credits in the bid. This
percentage is assumed to rise to 30%in 1999 and 50%in 2000. These
credits would al so apply to the engi neering and manufacturing devel opnent
phase of the JSF project scheduled to begin in 2000.

40% of all JSF contracts woul d be spent on qualified investnents.
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40% of all JSF contracts woul d be spent on wages of qualified enpl oyees.
In addition, 40% of subcontracts for qualified investnments will be spent
on wages of qualified enployees. However, since the credit is limted to
$10, 000 per enployee, it is estimated that the wage credit woul d be
approxi mately 25% of total wages in 1998. As the structure of the credit
changes, credit as a percentage of total wages declines to just under 10%
by 2002.

60% of credits would be used in the year in which they are generat ed.
The nunbers in the table reflect credits used.

BOARD POSI T1 ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPCSED AMENDVENTS TO AB 1779
As I ntroduced February 6, 1998

AVENDMENT 1
On page 2, nmodify lines 8 through 19 as fol |l ows:

(1) Fifty percent of qualified wages paid or incurred duringthe any taxable
year begi nning on or after January 1, 1998, and before January 1, 1999.
(2) Forty percent of qualified wages paid or incurred duringthe any taxable
year begi nning on or after January 1, 1999, and before January 1, 2000.
(3) Thirty percent of qualified wages paid or incurred duringthe any
t axabl e year beginning on or after January 1, 2000, and before January 1, 2001.
(4) Twenty percent of qualified wages paid or incurred duringthe any
t axabl e year beginning on or after January 1, 2001, and before January 1, 2002.

AVENDMENT 2
On page 2 lines 27 and 31, strikeout *passthrough” and insert:

pass-t hrough

AVENDMENT 3
On page 3 line 4, strikeout “passthrough” and insert:

pass-t hrough

AVENDMENT 4
On page 6 lines 8, 12 and 17, strikeout “passthrough” and insert:

pass-t hrough

AVENDMENT 5
On page 12, nodify lines 3 through 14 as foll ows:

(1) Fifty percent of qualified wages paid or incurred duringthe any income
year begi nning on or after January 1, 1998, and before January 1, 1999.



(2) Forty percent of qualified wages paid or incurred duringthe any income
year begi nning on or after January 1, 1999, and before January 1, 2000.
(3) Thirty percent of qualified wages paid or incurred duringthe any incone
year begi nning on or after January 1, 2000, and before January 1, 2001.
(4) Twenty percent of qualified wages paid or incurred duringthe any incone
year begi nning on or after January 1, 2001, and before January 1, 2002.
AVENDMENT 6

On page 12 lines 22, 26 and 30, strikeout *passthrough” and insert:

pass-t hrough

AMENDMENT 7

On page 15 lines 33 and 37, strikeout “passthrough” and insert:

pass-t hrough

AMENDMENT 8

On page 16 line 2, strikeout “passthrough” and insert:

pass-t hrough



